factor of 5.3 percent, but it may keep any earnings it can achieves.
Inflation is assumed to be 3.3 percent annually in this
illustratiqn. Therefore the price cap index declines 2.0 percent
each year. This is the rate by which the hypothetical carrier
must reduce its tealephone rates.

The illustration continues by assuming that the carrier
actually achieves a 5.3 percsnt productivity and thus earns 13.6%
percent each year. However, the rate of return, wvhatever it is,
has no bearing on the movement of the price cap index.

There are three reasons why the argument illustrated by Figure
2 is wrong, and why video dialtone cross-subsidies dg affect
telephone ratepayers. The three reascns relate to (1)
jurisdictional separations, (2) interstate profitability, and (3)
industry productivity.

1. Jurisdictional Separations

By lawv, the FCC must separate the costs of telephony between
interstate and intrastate services. At present, there is no
formal recognition of video dialtone services in the Part 36
separations rules. To date the allocation of costs for video
dialtone are following the allocations contained in the LECs'
proposed video dialtone tariffs. If these proposed ¢tariffs
understate the cost of video dialtone, they overstate the cost of
telephone services. Existing separations procedures (Part 36)
allocate approximately 75 percent of telephone service costs to
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the intrastate Ijurisdiction. Thus, each $1.00 overstatement of
telephone costs by reason of video dialtone cross-subsidies
inflates intrastate jurisdictional costs by 75¢.

Whether or not a carrier chooses the no sharing "pure® price
cap option for interstate services has absolutely no effect on
intrastate ratemaking. The only way to protect intrastate
telephone ratepayers from paying for video dialtone subsidies is to
ensure that intrastate telephone costs do not include video
dialtone costs. To address this issue, the Commission should
revise its Part 64 accounting rules to separate 3ll video dialtone
costs from telephone costs before these costs are separated by
jurisdiction. This will ensure that no video dialtone costs vili

be supported by intrastate telephone ratepayers.

2. Intexstate Progfitability
According to LEC tariff filings, the provision of video

dialtone service in the initial years will increase costs more
than revenues. This early unprofitability will influence the
LECs' choice of price cap options. As discussed above, the "pure”
price cap option requires a 5.3 percent productivity offset and
results in an annual rate reduction of 2.0 percent. However, if
the carrier anticipates that video dialtone will lover its overall
profits, it will not opt for the "pure” price cap option, but will
choose one of the "sharing® options that does not carry such a high
productivity offset. The carrier will opt for the price cap option
3



wvhich minimizes its total rate reduction requirement as a result of
both the formula and sharing. The carrier will chocose the lowest
productivity offset available, unless this choice will cause it to
lower rates more through sharing than it avoids by choosing a low
productivity offset.

In Pigure 3, it is assumed that the carrier initially earns
13.65 percent, which is above the 12.25 threshold for sharing under
the two sharing options. However, consistent with the data from
LEC tariffs, Figure 3 assumes that video dialtone costs reduce
realized productivity by 3.0 percent to 2.3 percent. This drop in
productivity will cause lower earnings. Anticipating this, the
carrier will choose the 4.0 percent productivity factor, the lowvest
price cap productivity option. This choice produces a net annual
price reduction of only 0.7 percent. Under this option, the
carrier must share earnings between 12.28 and 13.2%5 percent on a
50/50 basis, and it must refund all earnings greater than 13.25
percent. In this illustration, video dialtone service has reduced
the carrier's return to 12.80 percent. Therefore, sharing
deprives the carrier of only .275 percent ' of its earnings in the
first year. 1In the second and third years, video dialtone further
depresses earnings to 11.95 percent and 1l1.10 percent,
respectively, so the carrier shares no earnings whatever.

Since carriers chocse one of the three price cap options each

112.80%-12.25%¢ = .55% x S0% = .275%
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year, the advent of video dialtone will 1likely result in a
migration of LECs from the highest productivity, non-sharing option
to the lower productivity, sharing options. As demonstrated by the
first three years of Figure 3, the effect on ratepayers is an
annual price cap adjustment that i{s 1.3 percentage points higher
with video dialtone than without it.

The Commission can insulate interstate telephone ratepayers
from this effect by imposing procedures to exclude video dialtone
revenues and costs from the earnings that are used to compute the
sharing obligation. However, if there is a cross-subsidy, and a
portion for the common costs that should be assigned to vidoo
dialtone are assigned to tolophénc services, this exclusion fails
to resolve the problem. Telephone service earnings will decline,
and carriers will opt for the lower price caps in the confidence

that they will not become subject to earnings sharing.

3. Industrv Productivity

In its recent price cap order, the Commission found merit in
basing the productivity offset in its price cap mechanism on a
moving S-year average of the industry's productivity performance.
The effect of adding significant new video dialtone inputs without
a corresponding (in the near term) increase in outputs will be to
reduce the industry's productivity performance. The moving average
of productivity performance will decline, .and with it the
productivity offset.

.



The consequence of this effect is illustrated in Figure 3 in
Years 4, 5, and 6. Figure 3 assumes that in Year 4 the Commission
observes that the industry's productivity performance has fallen to
2.3 percent and the productivity offset is set at this level.
Combined with an inflation rate of 3.3 percent, this offset allowvs
an annual increase in rates of 1.0 percent, instead of the 2.0
percent dgcreass discussed above.

Again, the Commission can insulate telephone ratepayers from
this effect by imposing procedures to exclude video dialtone
inputs and outputs from the annual productivity performance
calculation. However, if there are cross-subsidies, and video
dialtone costs are allowed to. inflate telephony inputs, then the
telephone productivity factor will decline in spite of the
Commission's efforts to segregate these two lines of business for

purposes of rate regulation.

conclusion
In the attached illustration, the cumulative six-year effect

of video dialtone on interstate telephone ratepayer is an increase
of 12.9 percent in their rates. With no video dialtone costs,
rates fall by 12.0 percent, as shown on Figure 2. With video
dialtone costs, rates increase by 0.9 percent. This is in spite of
the fact that the hypothetical LEC began, in Year 0, as a "pure"
price cap carrier. Moreover, even if the FCC changes its existing
price cap plan by eliminating the sharing options altogether, the
]



adverse effects of cross subsidy from improper cost allocation will
persist. This is because the telephone productivity factor will be
deflated as described above. Ultimately, without reascnable cost
allocations, interstate and intrastate telephone ratepayers will

bear the burden of supporting those cross-subsidies.



EFFECT OF VDT CROSS-SUBSIDIES ON PRICE CAP CARRIERS

Ei | - FCC Price Cap Opti
PRODUCTIVITY
FACTOR EXCESS EARNINGS SHARED
QPTION ——WITH RATEPAYERS
4.0% 50% of earnings between

12.25% and 13.25%
100% of eamings over 13.25%
4.7% 50% of eamings between
12.25% and 16.25%

100% of eamnings over 16.25%

5.3% No Sharing Required



EFFECT OF VDT CROSS-SUBSIDIES ON PRICE CAP CARRIERS

Fi

jvi

YEAR INFL PROO PRICE ROR
0 - - - 13.65%
1 3.3% 5.3% (2.0%) 13.65%
2 3.3% 5.3% (2.0%) 13.65%
3 3.3% 5.3% (2.0%) 13.65%
4 3.3% 5.3% (2.0%) 13.65%
5 3.3% $5.3% (2.0%) 13.68%
8 3.3% 5.3% (2.0%) 13.85%

TOTAL - - (12.0%) -

YEAR INFL PROD PRICE ROR
0 . . - 13.65%
1 3.3% 4.0% (0.7%) 12.80%
2 3.3% 4.0% (0.7%) 11.95%
3 3.3% 4.0% (0.7%) 11.10%
4 3.3% 2.3% 1.0% 11.10%
5 3.3% 2.3% 1.0% 11.10%
) 3.3% 2.3% 1.0% 11.10%

TOTAL . . 0.9% .

* RBOC 1984 Actual (Authorized is 11.25 percent).

** Assumes productivity target lowered by 3.0 percentage points.
Note: This chart assumes FCC adopts rules to separste VOT from telephone costs for

intrastate ratemaking.
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